
new entrants. The LECs can essentially flip a switch and be in the long distance business

throughout their region. Outs de their home territory, they can choose from among at least four

nationwide long distance netw Jrks to purchase facilities for resale. Effective policies for resale

of both retail services and unt)undled network elements ensures that the first stop in one-stop

shopping for telephone servic' is equally available to all competitors.

From the point of vi, w of getting competition into the residential market, it is the

indispensable first step to achi :ving the Commission's goal of facilities-based competition in the

long term. It must also be r ~cognized that in the long term there may be significant market

segments which will not supp' )rt multiple sets of facilities. A pro-competitive, unbundling and

resale policy must playa maior part in providing competition in these areas on a permanent,

long-term basis.

CFA and CD agree w th the FCC's tentative conclusion at para. 196-197 of the Notice

that for an unbundled resale tariff to promote competitive entry, it must not be laden with

unnecessary restrictions and ( onditions and or priced so unfairly that it will be impossible for

competitors to do business thrmgh resale of wholesale services. As mentioned above, the only

fundamental restriction should be against selling services across customer classes. That is, those

who buy residential services at wholesale should be required to sell those services only to

residential customers. This restriction can be implemented by an auditing approach or through

carrier complaints. Such a p)licy avoids undercutting the ability of the competitor to use the

tariff, or placing unnecessary barriers in the way of those who wish to use this tariff. The total

wholesale resale tariff should ~arry with it all the protections that the retail service entails. This

includes meeting quality standards, non-discrimination and consumer protection.

17



In addition to proper pl'icing of network elements and LEC services, number portability

and dialing parity which ensurl~s competitively neutral number assignment and portability across

services, geographic areas and providers (true number portability), must be implemented without

creating differences in qualit) or cost for competitors. Indications are that consumers are far

less willing to switch their car'ier if they must switch their telephone number as well. On these

points, we support the tentativ~ conclusion of the FCC at para. 211, 214 and 215 of the Notice,

As this section understores, CFA and CD believes the underpinning of success of this

legislation depends on the abiity of competitors to enter the local market through a variety of

ways. Decisions about marke' entry will ultimately come down to a question of price. We shall

now turn to this most fundam l.~ntal issue.
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THE PROBLEM OF' PRICING TO PROTECT CAPTIVE RATEPAYERS
IN A MULTI-PRODUCT~,.MIXED COMPETITIVE/MONOPOLY ENVIRONMENT

A. THE IMPORTANCE OF HISTORY:
THE ECONOMIC VALUE OF THE LOCAL MONOPOLY

In choosing a cost standard, the FCC must not underestimate the impact of decades of

franchise monopoly status. \s previously stated, this monopoly in local telecommunications

services has resulted in a laq e number of factors that prevent competitors from entering the

local telephone market.. Thes~ range from legal prohibitions, to economic obstacles, to public

policy barriers. This protecte( monopoly history has an immense impact on economic structures

on a going-forward basis.

Just like the farmer who inherits the most fertile land at the mouth of the delta of a river,

the local telephone companie~ have inherited their position. The farmer reaps the windfall of

lower cost (e.g. no need to i'rigate, less need to fertilize and lower transportation costs) as a

right of ownership. The gro,md rents associated with public utility rights of way, however,

properly belong to the public The FCC must not allow incumbents to capture these ground

rents as excess profits in the t 'ansition to a multi-product, competitive firm. Most importantly,

these rents must not be allow( d to confer a cost advantage on the incumbents, enabling them to

frustrate competition.

The local exchange C Jmpany serves markets which cover a much broader range of

demand elasticities than thosl of any potential entrant.. No potential entrant possesses a core

market with anything near lle extremely low elasticity of demand of residential telephone

service, to which the vast maiority of the incumbent's shared (joint and common) costs can be
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allocated. As a result, if permitted, the local companies can strategically allocate costs to

frustrate competition. New =ntrants whose incremental costs are lower for specific services

could be prevented from emering the marketplace because the incumbent is strategically

allocating shared costs (joint and common costs) to prevent that entry. By treating the less

competitive residential sector IS a core from which a disproportionately large portion of shared

costs (including loop as Congress intended) are recovered, the company can then price its

competitive services below thtir total service long run incremental costs (TSLRIC), forestalling

entry of competitors.

B. THE POTENTIAL FOR CROSS-SUBSIDY AND ANTI-COMPETITIVE PRICING

1. Cross Subsidy and Other Cost Advantages

The presence of sunk c )sts and the failure to properly deal with future efficiencies creates

a serious risk of anti-consun1er, anti-competitive pricing. The potential for massive cross

subsidy in the integrated telec<lmmunications firms should not be underestimated. CFA and CD

believe recognition of the dep! h of the potential problems of cross-subsidy is the key to enacting

pricing policies which will kid to effective local competition. The local exchange companies

intend to build a high capacit) network which will commingle hardware (facilities) and software

(expertise and resources) betveen monopoly and competitive services spanning a number of

sectors within the industry inc luding local and long distance telephone and video at a minimum.

That there will be shal ed costs (joint and common costs) is inevitable. The expertise to

be shared would include facil1ties, personnel and software for routing traffic, billing, operations

support systems including traffic management, planning, and engineering, to name just a few
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functions. Many of these managerial functions could be performed on a centralized basis.

Indeed, we have witnessed a ;trong trend in the industry toward centralizing functions. Initial

and ongoing transactions betw ~en regulated and unregulated, telco and non-telco components of

the companies will abound.

Moreover, the problelT' of protecting the public and competition goes far beyond the issue

of cross-subsidy. There are V.ist cost advantages that the franchise monopolist enjoys as a result

of adding new businesses to lS core monopoly. The existence of these cost advantages raises

a fundamental question of whether stockholders Of ratepayers have a claim on them and how

they will impact on the comp.:titive marketplace.

If facilities have been )f are being paid for by ratepayers, then ratepayers have a claim

on them. For example, fibe' optic trunks and loops now being deployed by local exchange

companies are vastly under utilized. That excess capacity, which is being paid for by

ratepayers. will be used to provide dialtone, data transmission, video and other services.

Astonishingly, some LECs hi1 ve asserted that none of the costs of fiber should be attributed to

services other than dialtone. This flies in the face of the principle that those who reap the

benefits should pay the costs

Moreover, competitor of the LECs do not have access to such "free" facilities since they

lack captive ratepayers. Ience, they would immediately be placed at a competitive

disadvantage. The FCC sure y would not want to permit overcharging of captive ratepayers to

facilitate entry into other busnesses. Indeed, we believe such a policy would be illegal under
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the 1996 Act. 13 Perhaps the :learest statement of this anti-competitive approach to deploying

an advanced network was rna, Ie in internal BellSouth papers. 14 This document described how

the costs of delivering comp~titive services would be shifted onto telephone ratepayers by

recovering all the joint and c( mmon costs from telephony.

This offers [1] the opportunity to cover the fixed costs of providing fibre to the
home with POTS revellue and selling CATV transport to overbuilder, entrenched
CATV operator and ray service vendor (HBO, etc.) alike at probably market
prices well in excess If incremental costs. At that time, [2] profit or rate-of
return regulation should have evolved to price regulation either by the current set
of state and federal reI~ulators or by the market itself. [3] This means BellSouth
will be able to keep it, CATV transport profits despite the relative low level of
incremental cost requied to provide the service

Having become "The Guy Who Got Fiber To the Home First", BellSouth's
ubiquitous CATV tramport will provide the "critical mass" necessary to support
transport of the entil e spectrum of BISDN services provided by the ESPs
[Enhanced Service Pnviders]. Given the relative low incremental cost of "min
ing" more of fiber's lUge bandwidth capacity to transport the wide variety of
BISDN services and the pent-up demand signaled by the McKinsey study,
BellSouth's BOCs' pr, Ifit potential appears good.

In this case, competit ve services may cover their incremental costs, which means that

the minimum cross-subsidy p 'evention standard may he met, but it does not adequately protect

consumers, because they rec. ive none of the benefits of the utilization of excess capacity for

which they are paying. It d( ,es not adequately protect competitors because they are placed at

13§254(k). "Subsidy of e,mpetitive Services Prohibited. --A telecommunications carrier may
not use services that are not competitive to subsidize services that are subject to competition.
The Commission, with respe.;t to interstate services, and the States, with respect to intrastate
services, shall establish an: necessary cost allocation rules, accounting safeguards, and
guidelines to ensure that sen ices included in the definition of universal service bear no more
than a reasonable share of he joint and common costs of facilities used to provide those
serVIces.

14 Memo from R. T. Burns Assistant Vice President to N. Co Baker, Senior Vice President
on "CATV Transport: Catah st for BISDN", BellSouth Services, June 14, 1988, p. 10.
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a cost disadvantage which his its origins III the monopoly franchise, not the competitive

marketplace.

In the example given ahove, there mayor may not technically be a cross-subsidy; the line

is difficult to draw. If the co~,t of the excess capacity could have been avoided, then there is a

cross-subsidy (telephone subs, :ribers are paying more than the least cost, stand- alone service

costs of a well-engineered network). If excess capacity could not have been avoided, due to the

fact that capital is lumpy and the excess capacity occurred in the pursuit of the least cost

technology, there may be lli \ pure economic cross-subsidy. In either case, however, the

consumers who paid for the network investments through general rates should share in the

benefits of increased revenues that will be generated in the form of reduced future rates for local

service.

2. Economic Coercion

Even if no technical (ross-subsidy exists, there is still a serious problem of economic

coercion -- ratepayers receiv' ng no benefits from economies of scale and scope, even though

they bear costs, and competitJrs placed at an unfair disadvantage because they have no access

to those economies. Prope cost and price analysis is essential in order to prevent these

problems and get to competit ,on.

Current cost allocatOl s do not capture the cost causal nature of the deployment of a

radically different technolog:. Because competitive services and advanced functionalities are

the drivers on the informatic n superhighway, these allocators will certainly underestimate the

share of costs that should be imputed to competitive services.

Suppose that, on a ( )st causative basis, the cost of functionality should be split 4: 1
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between competitive and utilit y services. For example, suppose a broadband network requires

five times as many remote distribution units as a narrowband network. Suppose that the expense

allocator is only 2: 1. A comnetitor who must deploy four remote distribution units to deliver

broadband network service w II confront the telephone company, which has attributed the cost

of only 2.5 remote units to iH broadband services, The competitor will be at a disadvantage

compared to the incumbent \\ '10 has shifted costs onto captive ratepayers.

As long as there are j( int and common costs with some lines of business above the line

(regulated) and others below j (unregulated), there is always an incentive to put costs above the

line and profits below, particltlarly in the period leading up to the setting of the price cap. In

addition, price cap regulation does not alter this incentive for services which are not subject to

the cap. It may increase its ( verall profits by shifting some costs to the monopoly side in order

to achieve a higher market slare and higher profits in the unregulated lines of business.

Nor does the local exc lange company need to recover costs shifted onto utility ratepayers

on a going-forward basis to at hieve a competitive advantage, If the allocation of sunk costs does

not reflect proper cost causat! on, the damage will have been done. Price caps do not eliminate

this incentive either. To tt-,e extent that the regulator fails to properly pull costs into the

competitive jurisdiction, the rroductivity performance of the utility operations will be artificially

depressed Productivity adjl stments will be too low and monopoly local rates will be higher

than they should be.

Even on a going-fonvard basis, price caps do not adequately promote competition or

protect consumers where sh,lred costs are large. Potential cost savings that result from the

integration of utility and con Ipetitive services have not been reflected in the productivity gains
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in the past. To the extent that future productivity offsets do not reflect the gains uniquely

associated with additional ec< <nomies of scale and scope on the integrated network, this is a

windfall to the incumbent loc;ll exchange carrier.

Congress recognized I he important problem of economic coercion and adopted clear

language to prevent it in Section 254(k). Basic service can bear, at most, a reasonable share of

joint and common costs.
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f\ PROPOSED METHODOLOGY

The preceding critiqu: of current allocators and potential anti-competitive behavior

demonstrates that in order to rromote competition and protect captive ratepayers, the FCC must

adopt a rigorous methodolog; for identifying the costs and benefits of the network upgrades.

The methodology should be d vided into two steps: cost analysis and cost recovery (pricing).

The Commission sholild adopt specific, operational principles for each step. Cost

causation is just a starting POilt of cost analysis; how to determine cost causation must also be

stipulated. While it is easy tl say that incremental costs should constitute the price floor, that

says little if you do not definl what the increment is.

The following section" of our comments address the critical questions raised in §d

beginning at page 39 of the N )tice, Interconnection, Collocation, and Unbundled Elements. In

lieu of answering each questi( n individually, we will present a comprehensive methodology for

pricing designed to fairly com pensate the incumbent and make local competition a reality for as

many consumers as possible.

With respect to cost analysis we recommend that:

I) cost causation be anal 'zed, and be defined by

2) the necessary functiomlities and capacities projected on

3) a forward-looking ba~ is for those services which are intended to be offered over the
network;

4) incremental costs for III services should be calculated for
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5) the long term on

6) a total service basis (T~LRIC);

7) stand-alone costs (SAC) should be calculated on

8) a least cost basis; and

9) costs must be analyzed consistently across all major services using the same cost
methodology with ind· vidual functionalities or specific capacities having similar costs
across services.

With respect to cost rl'covery we recommend that:

10) all users should pay fe r all functionalities utilized;

11) prices should be subsidy free (above TSLRIC and below Y);

12) prices should be basec on predictable rules that allocate shared costs across categories
in proportion to a mecrsure of cost or use; and

13) the allocation of shar~d costs, above all loop costs, should minimize the burden on
captive ratepayers as 1equired by Congress in §254(k) of the 1996 Act.

A. COST ANALYSIS

1. Cost Causation

Regulators must eng:: ge in cost causal analysis for the multi-product firm selling a

mixture of competitive and wility services.

2. Cost Causation defined by the Functionality and Capacity Necessary to provide a

Service

In order to identify the costs associated with a use or service, regulators should analyze

the functionalities and capac Ities necessary to provide the services intended to flow from the

deployment of an asset.
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3. Intended Uses

The intended use of ; ssets is also crucial to determining cost causation: For what

purposes was the asset deplo/ed? Since most assets have multiple purposes, what specific

functionalities were necessary a provide each specific service? Less demanding uses should not

be saddled with the costs of hgher order functionalities and capacities.

4. Incremental Cost

In order to explain the other recommended principles for cost analysis, it is necessary

to examine the debate over ncremental cost. Simply stating that prices should be above

incremental costs resolves litttr ~ in the effort to protect consumers and competition, if we do not

have a common understandin~ of what we mean by "incremental cost".

As Figure 1 suggests, (efining - not to mention measuring - incremental cost is no simple

matter. There are a variety of definitions of incremental cost, each of which may be appropriate

for a different regulatory fun( tion. The following figure attempts to summarize the different

concepts of incremental cost.
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FIGURE 1:
DIFFERENT VIEWS OF INC :REMENTAL COST
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In brief, the concept a incremental cost varies according to the time frame used and the

breadth of costs included.

In a competitive indm try under stress, short-term out-of-pocket costs are the relevant

concept for the firm. They rraduce and sell as long as prices cover variable costs. This can

never be an appropriate basis 'or long-term analysis, since the firm never covers its fixed costs.

A somewhat longer tt rm view adds small increments of capacity to the out-of-pocket

costs, but will not allow new l~chnologies to enter into the calculation. In this approach, current
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sunk costs are taken as given Many telephone company methodologies use this concept.

Some companies inclu. Ie certain dedicated fixed costs in the calculation of incremental

costs. This approach does no look forward far enough to make capital costs variable.

Potential competitors, mch as MCI in its "building blocks" proposal, include a broader

range of costs. I refer to thes' as "group fixed" costs (defining the precise costs to be included

requires empirical analysis). MCI captures more fixed costs in two ways: First, it treats the

entire service as incrementa in the long term. Second, if functionalities (or costs) are

significantly utilized by a sen ice or group of services. they would be captured by total service

long run incremental cost (TS LRIC).

Finally, we have standalone costs. This concept adds in the increments of shared costs

which are not captured by the total service incremental cost (TSLRIC) concept. It also is long

term, in the sense that it mUSl be the least cost technology.

5. Long Run Costs

Incremental costs for he multi-product, mixed competitive/ regulated firm, should be

calculated on a long term bas s, where all costs are variable.

In a monopoly conte·t with rate of return regulation in place, it might have been

appropriate to use shorter terr I concepts for designing an incremental cost test to prevent cross

subsidy. There was no compdition to be damaged by an unrealistically low floor price and the

revenue constraint was effect ve. Artificially low incremental costs might have had the effect

of transferring wealth betwee 1 classes of customers, but they did not result in excess profits.

Since competition was not all! ,wed, they did not cause supply-side inefficiencies (although there

may have been demand side nefficiencies).
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In the context of emet ging competition, with the revenue constraint of rate of return

regulation relaxed, these flaws inherent in a short term concept of incremental cost can no longer

be tolerated.

6. Total Service Cost

The long term increme c1t to be studied must be total service, since that is variable in the

long term. Looking at a smal increment of the service would allow pricing at the margin that

would not recover the costs as'0ciated with earlier increments of the service. In the long term,

such pricing is not viable. F 'om the point of view of designing an incremental cost test in a

transition to competition, for III industry with significant economies of scale resulting from a

long period of franchise mOlopoly, total service costs are the appropriate measure, since

common costs are very large,

7. Stand-Alone Cost

Stand-alone cost is anNher key cost concept. As the name suggests, it refers to the cost

of providing the service on ts own, without any other services with which to share costs.

Calculation of stand-alone co' t is the second step necessary to ensure the prevention of cross

subsidy.

8. Least Cost

The importance of meiisuring stand-alone cost on a least cost basis must be underscored.

In the long term competitive narket. all costs are variable and only the least cost technologies

survive. Moreover, if least ( Jst technology is not analyzed, then the door is opened to cross

subsidy and economic coerci, III because extra costs incurred to pursue non-basic services are

attributed to basic service.
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9. Cost Consistency

All major services shoI1d be subject to cost analysis using similar methodologies, and

similar capacities or functiona i ities provided by specific facilities should have similar costs for

all services.

B. COST RECOVERY

If cost analysis is don: properly, we should have identified the total service long run

incremental costs (TSLRIC) a'isociated with any particular service. Prices should cover those

costs and make a contribution 0 the shared costs. Because shared costs will have to be allocated

arbitrarily, the purpose of rig )rous cost analysis is to diminish as far as possible the category

of shared costs. In a ne work with significant shared costs, such as the integrated

telephone/video network contt mplated, the task of allocation is large and extremely important.

10. "User Pay" Principle

A key concept in telelommunications pricing is "user pay". All users of the advanced

telecommunications network should pay for all functionalities that they use in reasonable

proportion to the costs associa Led with those functionalities. Where there are joint and common

costs, over-recovery of revemie (excess profits) cannot be allowed, but this does not negate the

fundamental principle that all services should pay for all functionalities they utilize.

11. Subsidy Free Prices

Subsidy-free pricing i· the economic efficiency standard that must be met. However,

subsidy-free pricing only estahlishes a range of prices that are reasonable (between TSLRIC and

least cost stand-alone cost).
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Floor prices (eg: TSLRIC) and ceiling prices (eg: least cost, stand-alone service cost)

should be identified to preven cross-subsidy and to establish the range of acceptable prices.

12. Predictable Price Rules

Within the range of sut,sidy free prices, specific, predictable price rules (eg: equal mark-

ups above direct costs or equa mark-downs below stand-alone cost) should be applied to ensure

that competitors are not placeJ at a disadvantage and that consumers are compensated for the

costs of facilities used to pro\ Ide competitive services

C. THE ALLOCATION Of SHARED COSTS SHOULD MINIMIZE THE BURDEN ON
CAPTIVE RATEPAYERS

Where flexibility in rricing exists, pricing methodologies should minimize prices to

captive ratepayers for basic sel vice. Not only does this principle both protects captive ratepayers

and promote universal servic( . as required by the 1996 Act, but it also promotes competition.

1. Congressional Intent

Congressional intent il this regard could not be more clearly stated.

As noted in the previous Sel tion, Congress went well beyond a formal definition of cross-

subsidy to state a clear prefe "ence for cost allocators when it required "cost allocation rules,

accounting safeguards, and 1'.uidelines to ensure that services included in the definition of

universal service bear no fit lre than a reasonable share of the joint and common costs of

facilities used to provide tho~ ~ services"

The Conference Repor makes a point of stating that in adopting Section 254(k) the House
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is receding to the Senate. 15 The Senate report made it clear that a reasonable share of joint and

common costs was the maximum that should be included in the rates for universal service, but

that less could be allocated to these services.

The Commission and the states are required to establish any necessary cost
allocation rules, acco mting safeguards, and other guidelines to ensure that
universal service bean no more than a reasonable share (and may bear less than
a reasonable share) 01 the joint and common costs of facilities used to provide
both competitive and 1 oncompetitive services. Ii>

2. The Loop As a Common Cost

Above all, we view tht· loop (the wires that connect the end-user to the network and are

used to complete all telephone calls -- local, intralata long distance, and interlata long distance -

and to provide enhanced ser'ices) as a shared facility. The loop is an input for every service

sold in the telecommunicatiOl ,S network. If the loop were not provided by the existing local

exchange companies, telecoml nunications service providers would have to build their own loops,

or rent the use of some other loop in order to sell their services to the public. Ratepayers do

not own the loop and they do not control the incoming calls place on the network by other end-

users and service providers.

Because the loop is a j lint and common cost shared by competitive and non-competitive

services, it is subject to Sectidn 254(k).

3. Other Economic Ground~ for Minimizing the Share of Common Costs Allocated to Basic
Service

Where there are unall( cable common and joint costs in enterprises selling a combination

15Conference Report, p. 34.

16Conference Report, p. 29.
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of competitive and monopoly services, the contribution from competitive services should be

maximized. Because captive ratepayers have no alternatives, regulatory mechanisms must

protect them from excessive blrdens. Minimizing the burden on ratepayers and maximizing the

contribution of competitive se ·vices also protects competitors from unfair competition because

competitors do not have acce~, to a captive, monopoly core business to absorb costs.

As enterprises become involved in a mixture of monopoly and competitive services,

additional risks may be incurr, ~d and benefits may be conferred on the monopolist. Regulatory

mechanisms to insulate basic ,ervice ratepayers from the risk of competitive enterprises must

be established. Increases in the cost of capital caused by those enterprises must fall on

competitive businesses.

There are a variety of e~onomicadvantages gained by the local exchange carrier franchise

position. These, too, provide an economic basis for lowering basic access rates. Many of the

activities into which the telep.! lone companies would like to move, and have moved, benefit in

tangible and intangible ways rom the fact that they are extensions of the franchise monopoly.

The people who grant the fr mchise have a right to share in the economic benefits that the

monopoly creates. Unregulaled subsidiaries should not be allowed to achieve excessive rates

of return because they are an extension of the franchise monopoly.

Revenue streams resl1ting from readily identifiable telephone company monopoly

positions should be carried al ',ove the line for regulatory purposes. Cost reducing advantages

for competitive services that fow from the monopoly franchise (e.g. new subscriber lists) should

be recognized by fees paid to monopoly services. The value of intangible benefits (e.g.

goodwill) should be estimate( and paid for, thereby lowering the cost of monopoly services.
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Thus, one can formall; attribute fewer costs to the local category or one can attribute

greater revenues to it because

• local exchangf service places lighter technological demands on the
network;

• local service remains a monopoly and therefore does not require the same
rate of return a; competitive services; and

• the local franchse has created advantages in related lines of business.

D. CONCLUSION

This framework estab Iishes an empirically manageable, balanced approach to pricing.

It meets the fundamental ecoromic efficiency criteria -- prevention of cross-subsidy -- without

pursuing economic efficiency to extreme, burdensome, and often unachievable ends. With the

basic condition of efficIency r'let, it blends public policy goals of protecting captive ratepayers

and promoting competition hy preventing economic coercion, which the local exchange

companies would accomplish ly allocating all of the economies of joint and common production

to prevent competition from l ntering the marketplace
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PRICING ACCESS TO BOTTLENECKS

A. EFFICIENT COMPONENT PRICING (ECP)

The incumbent LEC arproach to pricing which allocates all of the benefits of efficiencies

to competitive services, is paJ alleled by the approach to pricing of unbundled elements which

the incumbents advocate at th· state level. The LECs insist that if mandatory interconnection,

unbundling and resale are imposed, the price must restore the full value of the monopoly

network. The companies insist that should unbundling and resale occur, it must take place at

prices that make them whole (estore all of their revenues as if they were still monopolists). The

companies want to be paid tht full opportunity cost for all of their assets as if they still were a

monopolist. This is unaccept tble policy under the 1996 Act.

Ameritech's argument in Ohio illustrate this point of view.

Long run incremental \ osting simply looks at avoided costs - the cost of operating
with and without the a ;set. It does not take into account the fair market value or
the revenue flows fron I the most valuable or next best use to which the property
can be adapted. In fa,:t it does not even take into account the incurred costs of
certain portions of loo)s and switch port facilities ...

Ameritech's foreseeable net income flow is the discounted present value of the
service revenue that w mId be generated from its use of its loops and ports. It is
that value which consitutes just compensation to be paid to Ameritech by the
Commission for the 1< ops and ports ordered to be provided to competitors ...

The fair market value of the property taken must also include the diminution of
value of Ameritech' s esidual property. 17

The most frequent apl!fOach put forward by incumbents is to offer to sell access to the

170hio Competition ProCt eding, Ameritech, Legal Brief, pp. 23-24.
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monopoly facilities that they :ontrol at so-called efficient component prices. 18 This rule says

that new entrants can choose 0 not purchase any element they desire and will not be charged

the incremental (direct) costs i lcurred by the incumbent to provide those components. However,

the entrants must pay the dire<. t costs for any monopoly components they do buy, plus all shared

costs, overheads, and profit~ that the incumbent loses if the entrant wins a customer (the

opportunity cost of losing a s, lie).

The following Figure iescribes the situation. Company A has a monopoly on the sale

of Z. Z is delivered by combming inputs y and x. The direct costs of x are 3, the direct costs

of yare 3 and the shared and overhead costs of x and yare 4. Z is sold at retail for 10.

Company B wants to (: )mpete for the sale of Z It can self-supply x, but it needs to buy

y. Under efficient component pricing, company A would charge company B 7 for y, recovering

both the direct costs of the m mopoly component y and all of the shared and overhead costs of

both x and y.

B. DIRECT COST OF SUPPLY (DCS)

New entrants in a nUm')er of industries, including railroads, electricity, the postal service

and telecommunications have criticized this approach as antithetical to the introduction of

18See for example, "Prep'ired, Direct Testimony of Paul W. MacAvoy," before the Illinois
Commerce Commission, PetItion for a Total Local Exchange Service Wholesale Tariff from
Illinois Bell Telephone Company d/b/a Ameritech Illinois and Central Telephone Company
Pursuant to Section 13-505.5 of the Illinois Public Utilities Act, September 15, 1995 (hereafter
Illinois Wholesale Proceedin~ )
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FIGURE 2:
EFFICIENT COMPONENT PRICING
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competition. They argue tl,at access to the network and purchase of monopoly network

functionalities should be at t le direct cost of supplying those functionalities -- at TSLRIC, 19

not just based on TSLRIC.

To ensure appropriate pricing, the rate for wholesale services should be set at the
incumbent LEC's foward-Iooking, direct, economic cost of providing the
wholesale service, adj'lsted as necessary to reflect the LECs' receipt of direct or
indirect subsidies assuming other LEC services have not been adjusted to reflect
the elimination of sub~idies. This method, which would establish a sound pricing
base for efficient fun re competition, requires the performance of a wholesale

19Both AT&T and MCI use LRSIC in the Illinois Wholesale Proceeding cited to be
interchangeable with TSLRIC To prevent confusion, we will continue to use TSLRIC.
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"bottoms-up" [TSLRIC] study.20

The new entrants raisl' a number of objections to the LEC proposal for pricing that

includes a mark-up above TSI,RIC.

With regard to unbund ied loops, interconnect and other essential input functions,
the proposed rules would require that prices be set at [TSLRIC] plus "contribution
to joint and common o'erhead" costs. Including such "contribution" or mark-ups
in the prices for e~sential input functions will significantly impede the
development of competition and ultimately limits its effectiveness.

First, "joint and comr IOn overhead costs" are difficult to define, quantify and
attribute. LECs will have a clear incentive to "pack" those essential input
functions with as muc) "contribution" as possible. .

Second, to the extent tLat any "joint and common" costs are recovered in essential
input functions, thost costs will be completely protected from competitive
pressures. Unlike the loint and common costs of any competitive firm, the joint
and common costs of 3 LEC that are included in any interconnection rate or other
essential facility rate c mnot and will not be competed down.. ,

Third, including joint and common costs in any essential input function will
reduce the benefits tha consumers should ultimately receive from competition...

Fourth, including mar{-ups in the essential input functions creates incentive for
anti-competitive behavor, as LECs seek to "charge" competitors more of a mark
up than they "charge" themselves. 21

Based on these and a number of other observations, new entrants have advocated an

alternative approach, which c til be called the Direct Cost of Supply (DCS). In this approach,

the incumbent must price tht monopoly inputs only at the direct costs of supply. A would

charge B 3 for y. It would r ~cover its shared and overhead costs in the retail price. If B can

produce x more efficiently OT can save on shared and overhead costs, it would be able to sell

2°Illinois Wholesale Procleding, AT&T Petition, p. 15

21Illinois Wholesale Procieding, "Initial Comments of MCI," pp. 9-10.
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at a lower price.

One of the key issues j!1 this debate stems from the nature of shared and overhead costs.

By declaring this category of costs to be common costs which are not direct, the incumbent

declares in essence that they cmnot be attributed. These costs are invariant with respect to the

output of y and x. The fact tllat it supplies only y instead of both x and y can have no bearing

on the magnitude of the share j and overhead costs.

If ceasing to sell x \\ auld lower the common costs, then those costs are not really

common, but should have bee 1 identified as direct costs of x. If they can be attributed -- if they

change when one of the elem :nts is not supplied -- they are direct costs that have simply been

miscategorized.

This gives weight to the argument by entrants that they too will have shared or overhead

costs and efficient component pricing places them at an inevitable and immediate disadvantage.

It also supports the argument t'1:1t their ability to reduce these costs results from real efficiencies,

not simply supplying part of l he input through a regulatory loophole, and therefore represent a

positive public policy outcom:..

c. EVALUATING THE ALTERNATIVES

1. Efficiency

The theoretical and reJulatory literature suggests the following relative characteristics of

the alternative proposals.

ECP assumes that the.:urrent state of affairs is efficienL Taking all the direct costs for

a monopoly element as effici! :nt, and adding all the shared and overhead costs associated with
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